ST 98-0362-G L 11/30/1998 TELECOMMUNI CATI ONS EXCI SE TAX

The Tel econmuni cati ons Excise Tax is inmposed upon the act or privilege

of origi nating or receiving intrastate or interstate
tel ecommuni cations in Illinois at the rate of 7% (increased from 5%
effective January 1, 1998) of the gross charges for such
t el ecommuni cati ons purchased at retail from retailers. See 86 I11.

Adm Code Part 495. (This is a GL.)

November 30, 1998

Dear M. XXXXX:

This letter is in response to your letter dated June 22, 1998. We regret
the delay in our response. The nature of your letter and the information you
have provided require that we respond with a General Information Letter which is
designed to provide general information, is not a statenent of Department policy
and is not binding on the Departnment. See 86 IIl. Adm Code 1200.120(b) and (c),
encl osed.

In your letter, you have stated and nmade inquiry as follows:

W represent a client who provides network managenment services that
i nclude designing, building and maintaining w de area networks for
custoners throughout the United States. A wide area network (WAN) is
a data conmunications system that connects a conpany's centra

| ocation conputers with other conmpany conputers or electronic devices
in renote |locations. The renote |ocations mght be in the same city,

another city, another state or even in another country. The WAN is a
private data network, wusing dedicated or priority comunications
channels, that enables a company to transmt and receive conputer
generated information anong the various connection points along the
WAN. For exanple, E-Mail nessages can be sent back and forth between
WAN connections points; or a bank could send information from an ATM
to a central bank depository to verify an account balance before a
cash withdrawal is nade; and, enployees of a conpany could transmt

and receive conputerized information from personal conputers to other
personal conputers or to or froma mainfranme conputer database.

The client's mssion is to help its custoners add business value to
their organization by (1) building and managi ng networks that neet the
obj ectives of the custonmer's business, and (2) allow ng the custoner's
staff to focus on the strategic work of effective information

servi ces. Qur client makes sure the network is neither under built
(too slow) or overbuilt (too expensive). Qur client tracks assets to
ensure their wuse is optimzed across the netwrk as needs and
t echnol ogi es change. Qur client nmakes sure appropriate security

measures are in place to protect proprietary data. The client reduces



the risk of technol ogical obsol escence through recomendi ng financing
options, such as leasing, that results in off-balance sheet treatnent
for accounting purposes.

Specifically, our client utilizes a nethod known as the Al M Approach
(Assessnent, |nplenmentation and Managenent). Services included in the
Al M Approach are described as foll ows:

(1) Network Assessnment Services - In the initial phase of the AM
approach, the <client develops a network design that neets each
custoner's needs. An accurate design requires a thorough assessnent.
This assessnment includes analyzing existing network performance and
understanding the «clients application and business requirenents.
Specifically, these services include:

(a) Network anal ysi s whi ch est abl i shes t he network's
performance baseline and provides design reconmrendations and
information to effectively nanage an enterprise network.

(b) Pilot testing, application nodeling and perfornmance
anal ysis provides data for platform placenent and network design

(c) Analysis of business requirenents to determne service
performance needs, integrate business needs wth application
performance nodel s and provide a cost benefit anal ysis.

(2) Network Design - ldentifying the transport (topology and
bandwi dth) products and protocol strategy to deliver the desired
net wor k perfornmance. Design consists of detailed WAN and network

system desi gns and product, topol ogy specifications.

(3) Network Inplenentation Services - Included in these services are
the foll ow ng:

(a) Project Planning and Managenent - After the network design
is established, the inplenentation plan is devel oped to include:

(i) Developnent of a prioritized tineline to roll out a
net wor k.

(ii) A team roster listing dedicated team nenbers,
responsibilities and contracts.

(iii) Site-by-site inplenentation schedules and procedures
which allow for variations by site, but ensure consistency
and thereby significantly reduce return visits to sites.

(iv) Change managenent procedures, based on client's field-
tested processes or an existing customer process.

(v) Documented procedures for all work conpleted at each
site, including floor pl an, equi prent and circuit
information, and client acceptance and sign-off forns.

(b) Procurenent and Configuration Services - Based on the
custoner's network architecture requirenments, client acquires al




network products and prepares them for installation. Thi s
i ncl udes:

(i) Procurenent of all products and shipnment to client's
i n-house Network Configuration Center

(ii) Configuration, st agi ng, and testing based on
document ed procedures guaranteei ng consistency in equi prent
configuration across the network

(iii) Packaging and shipment of site specific installation
kits to each client site.

(iv) Detailed docunentation of product shipped, including
nodel s, seri al nunber s, asset t ag number s (where
appropriate) and router software configurations.

(c) On-Site Inplenentation Services - In the installation
phrase, client delivers the netwdrk to the custoner sites,
provi di ng an oper abl e/ manageabl e network. This includes:

(i) Coordination of all circuit installations with the
t el ecomruni cations carriers.

(ii) Documents which outline the location, type, serial
nunber and warranty information for all customer prem se
equi pnment (CPE) as well as circuit nunbers and type.

(iiti) Installing network conponents/products and cabling to
specified site floor plans.

(iv) Ensuring the network works properly through quality
assurance and custoner acceptance before |eaving a site.

(4) Network Managenent Services - Included in these services are the
fol |l ow ng:
(a) Configuration Managemnent - Creating and mai nt ai ni ng

informati on base that supports other network managenent disciplines

i ncl udi ng asset managenent, change managenent and nai nt enance.

(b) Fault Managenment - Maximizing productivity and mnimzing
downti me by preventing outages before they occur and rapidly |ocating

and fixing network issues.

(c) Performance Managenent - Optimzing the return on investnent

preventing the productivity |osses of underbuilding and the costs of
overbuilding a network, and providing ongoing perfornmance evaluation

and capacity pl anni ng.

(d) Security Managenent - Providing authentication and access contro
capabilities, protecting corporate assets (Physical and intellectual)
by detecting security violation and testing back-up plans for disaster

recovery.



(e) Account Managenent - Tracking end-user usage patterns and costs
and supporting enterprisew de charge-back procedures.

(f) Custom zed Network Managenent Solution - Custonize mnanagenent
procedures and align expectations. Through this process, expectations
are established and a service level agreenent is finalized. Tailored
to each custonmer's requirenments (nmonthly, quarterly or sem -annually)
reports are generated supplying statistics and requested information
pertaining to the services provided.

(9) Support Infrastructure

(i) dient maintains its own Network Mnagenent Center to
monitor all of the custoner's sites at once identifying
incidents or troubles before they affect the network.

(ii) On-line docunentation in the Network Managenent Center
enabl es each operator to access any pertinent information
regarding each customer's network, such as network
di agr ans, trouble tickets, stipulated processes and
priority levels, and mai ntenance agreenents.

The WANs, which are an integral part of the AIM approach, are
currently being designed, built and maintained as data only networKks.
However, some custoners have asked to have voice capabilities added
this occurs, the network will still remain a private network, but

have both voice and data capabilities. It is not clear whether
the voice network could be connected through additional switching to
the public switched telephone network. The WANs consist of the
custoner's central location conmputers and renbte conputers, router
equi pnent at each site and conmmunications [|inks (provided by
tel ecommuni cations «carriers), and our client's Network Mnagenent
Center. The client can provide the WAN to the custoner in three

di fferent manners:

First, our client provides all services for a single bundled fee.

This includes providing the equipnent, installation, sonme or all
of the communications links and the nonitoring and nanagenent
servi ces. In effect, the tangible equipnment is leased to the
custoner along wth the various services provided. VWhen
applicable, our client will charge the custoner sales tax on the
total amount of the bill. The client purchases the equi pnment and

subcontracted installation services for resale but does not
purchase the communications lines for resale, but pays sales or

other telecomunication taxes to the carriers. (In Illinois,
Mai ne, and New Jersey we pay tax on all equipnent purchased for
|l ease with no separate sales tax charged to our customers. In

Loui siana, we pay tax on the equi pnmrent and charge an additi onal
rental tax);

Second, the custonmer purchases the various equipnment conponents
and installation outright via cash purchase from our client or

directly from a 3rd party vendor. The <client charges for
nmoni tori ng and managenent services provided for a single bundled
mont hly fee. Included in those services are the communication

links provided by 3rd party telecomunication carriers. The



client does not purchase any comunications |ines for resale, but
rather pays sales or other telecommunication taxes to the
carriers; and,

Third, our client purchases the equipnment for resale, sells it to
its parent conpany, and the parent conpany then leases it to the
custoner using an operating |lease format. The client charges the
custoner for installation if it is not witten into the | ease,
and for the nonitoring and nanagenent services (including
communi cation |inks) provided for a single bundled fee. The
client does not purchase any comunications |ines for resale, but
rather pays the sales or other telecommunication taxes to the

carriers. Its parent charges the custonmer for the |eased
equi pnent (and installation, if applicable), including applicable
sal es tax.

Based on the above, we are seeking your opinion as to what, if any,

tax is due with respect to the services we perform for our custoner
and equi pment sold under each of the three described scenarios. Wuld
your answer change if our custoner item zed its services and equi pnent
instead of bundling the services and equipnment together in its

contract and/or billings? |Is the client properly paying tax to its
tel ecommuni cations carriers (AT&T, MI, etc.) based upon use of the
carrier's teleconmmunications |ines? If our <client just sells
t el ecommuni cati ons i nks to its cust oners, how woul d

t el ecomuni cati ons tax be cal cul at ed?

Thank you in advance for any help you can provide.

Under the circunstances set forth in your letter regarding the first method
your client provides the WAN to its custoners, the principles regarding |easing

may apply. Pl ease note that the State of Illinois taxes |leases differently for
Retail ers' Cccupation Tax and Use Tax purposes than the majority of other states.
For Illinois sales tax purposes, there are two types of |easing situations: true

| eases and condi ti onal sal es.

A true lease generally has no buy out provision at the close of the |ease.
If a buy out provision does exist, it nust be a fair market value buy out option

in order to maintain the character of the true |[ease. Lessors of tangible
personal property under true leases in Illinois, are deenmed end users of the
property to be |leased. See the enclosed copy of 86 Ill. Adm Code 130.220. As
end users of tangible personal property located in Illinois, |essors owe Use Tax
on their cost price of such property. No tax is inposed on rental receipts by
the State of Illinois. Consequently, |essees incur no tax liability.

The above guidelines are applicable to all true |eases of tangible persona
property in Illinois except for autonobiles |eased under terns of one year or
| ess, which are subject to the Autonpbile Renting Cccupation and Use Tax found at
35 I LCS 155/1 et seq.

As stated above, in the case of a true lease, the lessors of the property

being used in Illinois would be the parties with Use Tax obligations. The
| essors would either pay their suppliers, if their suppliers are registered to
collect Use Tax, or would self-assess and remt the tax to the Departnent. | f

the lessors already paid taxes in another state with respect to the acquisition



of the tangible personal property, they would be exenpt from Use Tax to the
extent of the anmpbunt of such tax properly due and paid in such other state. See
86 Ill. Adm Code 150.310(a)(3) encl osed.

Under Illinois law, lessors may not "pass through” their tax obligation on
to the |lessees as taxes. However, lessors and |essees nmay nmake private
contractual arrangenments for a reinbursement of the tax to be paid by the
| essees. If lessors and | essees have nade private agreenents where | essees agree
to reinburse lessors for the anpbunt of the tax paid, then | essees are obligated
to fulfill the ternms of the private contractual agreenents.

A conditional sale is wusually characterized by a nomnal or one dollar
purchase option at the close of the lease term Stated otherwise, if lessors are
guaranteed at the tine of the lease that the | eased property will be sold, this
transaction is considered to be a conditional sale at the outset of the
transaction, thus making all receipts subject to Retailers' Cccupation Tax.

Under the circunstances set forth in your letter regarding the second and
third nmethods your client provides the WAN to its custoners, it appears that
Retailers' QOccupation Tax is incurred on equi pnent sal es.

Pl ease note that Retailers' OCccupation Tax and Use Tax do not apply to
receipts from sales of personal services. Under the Service Cccupation Tax Act,
servicenen are taxed on tangi ble personal property transferred incident to sales
of service. For your general information we are enclosing a copy of 86 Ill. Adm
Code 140. 101 regarding sales of service and Service Cccupation Tax.

The purchase of tangible personal property that is transferred to service
custoners may result in either Service Cccupation Tax liability or Use Tax
liability for the servicenmen, depending upon which tax base the servicenen choose
to calculate their liability. Servicenmen may calculate their tax base in one of
four ways: (1) separately stated selling price; (2) 50% of the entire bill; (3)
Service Cccupation Tax on cost price if they are registered de mnims
servicenen; or, (4) Use Tax on cost price if the servicenen are de mninms and
are not otherwise required to be registered under the Retailers' OCccupation Tax
Act .

Using the first method, servicemen may separately state the selling price of
each itemtransferred as a result of sales of service. The tax is based on the
separately stated selling price of the tangible personal property transferred
If servicenen do not wish to separately state the selling price of the tangible
personal property transferred, those servicenen nmust use 50% of the entire bil
to their service customers as the tax base. Both of the above nethods provide
that in no event may the tax base be less than the cost price of the tangible
personal property transferred. Under these nethods, servicenmen may provide their
suppliers with Certificates of Resale when purchasing the tangible personal
property to be transferred as a part of the sales of service.

The third way servicenen may account for their tax liability only applies to
de mnims servicenen who have either chosen to be registered or are required to
be regi stered because they incur Retailers' Cccupation Tax liability with respect
to a portion of their business. Servicenmen may qualify as de mnims if they
determ ne that their annual aggregate cost price of tangible personal property
transferred incident to sales of service is less than 35% of their annual gross
receipts from service transactions (75% in the case of pharmacists and persons
engaged in graphic arts production). See, 86 Ill. Adm Code 140.101(f) encl osed.



This class of registered de mnims servicenen is authorized to pay Service
Cccupation Tax (which includes |ocal taxes) based upon the cost price of tangible
personal property transferred incident to sales of service. They remt the tax
to the Departnent by filing returns and do not pay tax to suppliers. They
provide suppliers with Certificates of Resale for the property transferred to
servi ce custoners.

The final nmethod of determining tax liability nmay be used by de mnims
servicenen that are not otherwise required to be registered under the Retailers’
Occupation Tax Act. Servicenmen may qualify as de mnims if they determ ne that
their annual aggregate cost price of tangible personal property transferred
incident to sales of service is less than 35% of their annual gross receipts from
service transactions (75% in the case of pharmacists and persons engaged in
graphic arts production). Such de mnims servicenen may pay Use Tax to their
suppliers or may self-assess and remt Use Tax to the Department when making
purchases from unregistered out-of-State suppliers. Those servicenen are not
aut hori zed to collect "tax" fromtheir service custoners, nor are they liable for
Service Cccupation Tax. It should be noted that servicenen no |onger have the
option of determining whether they are de mnims using a transaction by
transacti on basi s.

It is not clear as to whether sales of telecomunications are being nade.
The follow ng general discussion of the Tel ecommunications Excise Tax is for your
i nformation. The Tel econmuni cations Excise Tax is inposed upon the act or
privilege of originating or receiving intrastate or interstate tel econmunications
in Illinois at the rate of 7% (increased from 5% effective January 1, 1998) of
the gross charges for such tel econmunications purchased at retail fromretailers.
Pl ease see the copy of 86 Ill. Adm Code Part 495, encl osed. This tax mnust be
collected from custoners by retailers maintaining a place of business in this
State. See 35 ILCS 630/5.

Pursuant to Section 495.100(a), "gross charge" nmeans the anount paid for the
act or privilege of originating or receiving tel ecommunications in this State and
for all services and equi pnent provided in connection therewith by a retailer,
valued in noney, whether paid in noney or otherw se, including cash, credits,
services and property of every kind or nature, and shall be determ ned w thout
any deduction on account of the cost of such telecommunications, the cost of
mat eri al used, |abor or service cost or any other expense what soever.

A retailer may provide services to custonmers which are not provided in
connection with originating or receiving tel ecomunications. If such services
are not necessary for or directly related to the retailer's provision of
tel ecommuni cations to custonmers and the charges for such services are
di saggregated and separately identified from other charges, the charges need not
be included in "gross charges."

I hope this information is helpful. The Department of Revenue maintains a
Wb site which can be accessed at ww. revenue.state.il.us. If you have further
guestions related to the Illinois sales tax |aws, please contact the Departnent's

Taxpayer Information Division at (217) 782-3336.



If you are not under audit and you wish to obtain a binding Private Letter
Rul i ng regardi ng your factual situation, please submt all of the information set
out initens 1 through 8 of the enclosed copy of Section 1200.110(b).

Very truly yours,

Mel anie A. Jarvis
Associ at e Counsel

MAJ: msk
Enc.



